
Thursday 06 June 2019

Stocks that could do well from the RBA’s rate cut 

My contribution to you today is to suggest stocks that could win from the recent RBA rate cut.
Remember these are speculative plays but they are quality companies that will stand the test of time.
Some will give you quick returns, others might take time to deliver, but as long as you have a
diversified portfolio and don’t put all of your eggs in one basket, you could easily see some nice
returns from the stocks I’ve surveyed.

Also in the Report today, Tony Featherstone says he looks for key signs when assessing companies
after a downgrade and that contrarians who buy companies torpedoed when they downgrade earnings
should remember a few things.

    Sincerely,

 
  Peter Switzer
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Stocks that could win from the recent RBA rate
cut
by Peter Switzer

 
The Reserve Bank followed the script written by
banking chief economists and the media and lowered
the official cash rate for the first time in 33 months to
an historic low of 1.25% after a 25 basis points or a
quarter of a percent cut.

Two of the major banks passed on the interest rate
cut in full to their borrowers, while the others passed
on most of the cut. This should encourage consumers
to spend and in due course businesses to invest and
hire more, which will help economic growth and then
improve the bottom line of many businesses,
including those on the Australian stock market.

An additional oomph from this rate cut should be a
lowering of the Oz dollar and that not only helps our
exporters sell more, but it makes the exports of other
countries dearer compared to local rivals. As a
consequence, the Gold Coast as a holiday
destination becomes more attractive compared to
Hawaii, which can bring more tourists here and
reduces the number of intrepid Aussies who head
overseas for their annual holidays.

That’s the plan of the RBA in a nutshell, so let’s try
and work out those companies that are likely to
benefit.

One company that has had a great reputation but has
had some bad news recently is Costa Group (CGC),
which led to the market clobbering the stock. It’s a
big exporter to China of fruit and so the expected
lower dollar should prove to be a help to this
company that encountered pesky developments like
fruit fly infestations with its crops.

FNArena’s analysis of expert market watchers says
the stock, which is now at $3.69, has a potential
target price of $4.66, which suggests a whopping
26% upside.

You’d have to think even if the experts are only a
quarter right that would be a 7% gain. And remember,
this has been a very good company in the past.

A stock that could easily benefit from a lower dollar
and a tourism spike is Qantas (QAN). The analysts
here see an 8.8% upside based on a target share
price of $5.912 against a current price of $5.43. That
said, investing in airlines and insurance companies
can be a risky business and even the ex-CEO of
Virgin Australia, John Borghetti, made that revelation
to me some years ago when his operations were
stymied by a rogue volcano in Indonesia!

One stock that is out of favour with many, including
investors worried about climate change, is
Whitehaven Coal (WHC). Over time, a company like
this will be outcompeted by renewables businesses
but that time is still a way off. The analysts look at
today’s price of $3.84 and see that it has the
potential to surge 32.5% if what they expect comes to
pass. One important milestone would be that Donald
Trump avoids a global trade war with China, Mexico
and possibly Europe, which again is an issue that
really looks like a gamble on a very unpredictable
guy!

On that subject of Donald Trump not creating a global
recession via his trade war, a company that would
benefit from the more positive no trade war scenario
would be South 32 (S32), which is in the business of
many mining products. FNArena’s survey of analysts
says it has a 21.3% upside from its current price of
$3.22.

And if you like a tipple and you think Aussie wines are
pretty damn good, then taking a punt on the maker of
Grange, Wolf Blass, Wynns Coonawarra, Lindemans
and many more — Treasury Wine Estates (TWE) —
might be worth thinking about. A lower dollar and
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possibly US wine products put on a Chinese blacklist
could be good for Aussie wines. And all of this
Trump-trade fallout comes as analysts think the share
price has 21.6% upside!

My final speculative play that could benefit from a
lower dollar and a no trade war scenario is Bluescope
Steel (BSL). The analysts think the current share
price of $10.68 is way below their target of $14.31,
suggesting there is a 34% gain ahead if the future
works out as their market crystal balls are telling
them.

On my Switzer TV program now on 
www.switzer.com.au and YouTube, both Paul Rickard
and Aitken Investment Management’s Charlie Aitken
told me that they quite like the look of BSL at current
share prices.

?

Remember these are all speculative plays but they
are quality companies that will stand the test of time.
Some will give you quick returns but others might
take time to deliver, but as long as you have a
diversified portfolio and you don’t put all of your eggs
in one basket, you could easily see some nice returns
out of the stocks I’ve surveyed.

Good luck.

Prices and consensus broker targets as at 5 June
2019. Source: FNArena

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regard to your
circumstances.
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Should you buy companies torpedoed in a
downgrade?
by Tony Featherstone

 
I mostly like watching the market hammer companies
that downgrade earnings guidance. Some overhyped
stocks deserve a thumping; others fall too far,
creating opportunity. The downgrades are a brutal
reminder that earnings ultimately drive valuations.

Link Administration Holdings (LNK), Costa Group
Holdings (CGC), Appen (APX), Reliance Worldwide
Corporation (RWC) and Flight Centre Travel Group
(FLT) headline a list of companies lowering profit
guidance this quarter or missing market expectations
on guidance. The downgrade deluge has led to price
falls of 20% or more in some stocks.

Often, stocks fall by double-digit amounts on the
downgrade, then have a hefty fall the next day as
investors, including those in different time zones,
digest the news.

It feels like the market punishes companies more
severely after downgrades than in years past. I
haven’t seen local research measuring downgrades
and the market reaction, but price falls these days
seem bigger and faster when companies
unexpectedly disappoint.

Algorithmic trading partly explains some of this
change. When a downgrade is announced, an army
of computer-based trading programs dump the stock,
causing it to breach technical price support. That, in
turn, encourages more selling as technical analysts
dump the stock.

The nature of earnings guidance also contributes to
the larger-than-usual sell-offs. Many ASX 100
companies issue guidance in a narrow range and
analyst forecasts gravitate around that. When the
downgrade arrives, the herd-like market has to
change direction as one because there is less
variation in earnings forecasts.

Momentum-based trading is another factor. We’ve all
seen overhyped, overvalued growth companies rise
to unsustainable prices, downgrade their earnings
and get slaughtered. When a stock on a 40-50 Price
Earnings (PE) multiple disappoints, the reaction is
savage.

The boom in passive investing could be a smaller
contributor to this trend. A mid-cap company, for
example, downgrades earnings and after a 20%
share-price fall leaves the ASX 200. An Exchange
Traded Fund (ETF) that mirrors the ASX 200 can no
longer hold the stock and has to sell. ETFs
collectively are lifting their ownership of Australian
stocks, meaning companies have to pay more
attention to index inclusion.

These and other emerging trends are magnifying
share-price volatility when earnings are downgraded.
Companies deserve to tumble when they disappoint.
But in some cases the falls are disproportionate to the
downgrade and the market overreacts.

I believe that was the case with Reliance Worldwide
Corporation (RWC), which downgraded earnings
principally because of seasonal factors around a
warmer winter (which meant fewer frozen pipes
needing replacement) and Brexit uncertainty affecting
its European operations.

The market’s treatment of Link Administration (LNK)
also looks harsh. More on Link later. Price falls in
other companies that downgraded earnings in the
past few months look like they were warranted. The
valuation of tech star Appen still looks stretched, even
after price falls.

Contrarians who buy companies that are torpedoed
when they downgrade earnings should remember a
few things. The first downgrade is rarely the last;
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companies that lower earnings guidance often do so
again because they underestimate the magnitude or
duration of the problem. Also, it takes a lot to win
back market confidence when a high-flying company
disappoints. The market questions the earnings
outlook and the PE multiple that should be applied.
Worse, investors question management’s skill and
credibility – and analyst views on the stock.

I look for key signs when assessing companies after
a downgrade. Was the downgrade because of
temporary factors, such as unfavourable weather
conditions or geopolitical uncertainty? Or because of
structural factors: an acquisition not producing
expected gains, a product failing to gain market
acceptance or market-share loss? Beware the latter.

Moreover, how large was the downgrade and does
the company look overly cautious in its revised
guidance range? A stock that lowers its guidance by,
say, 7% because of seasonal factors can be
crunched 20% by the market, even though it’s not a
huge downgrade.

Valuation matters most. How does the stock’s
forecast Return on Equity compare to its historic
average and to its rivals? How does the PE compare?
Is the valuation factoring in too much bad news and
not seeing a near-term earnings recovery when
market conditions improve?

Reliance Worldwide is a case in point (I outlined a
positive view on it after the downgrade last month).
The plumbing group fell too far, too fast after its
downgrade. Do not expect a quick recovery; Reliance
will take time to win back market confidence.

Link Administration Holdings

Link, a provider of super funds administration and
share register/data services, also offers value after its
downgrade-driven fall in late May and early June. To
recap, Link said underlying earnings (EBITDA) for the
full year will be $350-$360 million. Analysts reportedly
had expected around $390 million, making it among
the larger recent downgrades.

The market’s response stunned: Link shed almost a
quarter of its value and hit a record low of $5.56. Link
shares were issued at $6.37 in a 2015 Initial Public

Offering and the stock almost touched $9 in early
February 2018. Now, the share price looks like it has
fallen off a cliff.

Chart 1: Link Administration Holdings (LNK)

Link said Brexit uncertainty was hurting UK business
sentiment and the company’s European operations.
Several UK IPOs (which Link would have provided
share-registry services for) were postponed because
of Brexit. Less corporate activity in the UK also hurt
earnings.

Regulatory change in Australian superannuation will
also affect Link’s earnings. The Federal
Government’s Protecting Your Super Package will
reduce fees for low-balance accounts and return
more lost super money to members.  Link said some
super funds were moving to transfer identified
inactive member accounts to an eligible rollover fund
to facilitate early consolidation.

Link serves some of Australia’s largest industry
super funds, so the bring-forward of low-balance
account consolidation will affect its earnings. Extra
costs from the remediation of client-migration activity
have persisted longer than Link expected.

Lower-than-expected capital-markets activity in
Australia and New Zealand, which means softer
demand for Link’s corporate services, also
contributed to the guidance downgrade.

These are significant issues and Link’s downgrade is
sizeable. But the reasons are more temporary than
structural in my view and several problems were
beyond Link’s control. Brexit will eventually be
resolved and UK corporate activity will improve, as it
will in Australia. Link super funds administration
challenges look like more of a timing impact than a
lasting headwind.
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There’s no obvious rerating catalyst for Link in the
near term; Brexit will hang over the stock for some
time and the super changes will take time to be fully
felt. Weaker corporate activity could persist for a
while yet given subdued business confidence.

The key issue is valuation. At $5.56, Link is on a
Price Earnings (PE) multiple of 13.6 times FY20
earnings, Morningstar numbers show. Link traded on
an average PE above 20 in the past two years. The
forward PE is at a decent discount to the broader
market.

Morningstar values Link at $8.90 a share. It wrote
after the downgrade: “Fundamentally, we view
current issues as relatively minor and short-term in
nature and we maintain our positive long-term outlook
on the stock.” Macquarie’s 12-month price target is
$7.10.

An average share-price target of $7.18, based on the
consensus of eight broking firms, also suggests Link
is undervalued at the current $5.56. Let’s not get too
carried away; most brokers were wrong on the way
up with Link this year and their price targets will be
revised lower.

Also true is that one of the market’s higher-quality
mid-cap stocks is trading at a record share-price low.
That’s despite Link acquiring a 44.2% stake in the
Property Exchange of Australia (PEXA). The provider
of digital property settlement services had an
enterprise value of up to $1.6 billion.

Link has made good progress since listing on ASX in
2015, yet the three-year annualised total shareholder
return is now minus 9% (including dividends). The
downgrade wiped off three years of share-price gains
in a blink.

The market reaction looks excessive, but further
losses in the next few months are a good bet as
investors seek reassurance that another Link
downgrade is not coming.  Expect Link to get worse
before it gets better in an impatient market, but few
investors pick the absolute bottom after share-price
falls.

Better to stand aside until the price plunge subsides
and avoid ‘catching a falling knife’ as they say in

markets. And wait for the share-price to form a
sideways base. An expected dividend yield of about
4%, fully franked, should provide some comfort as
investors wait for a recovery in Link’s share price. 

Tony Featherstone is a former managing editor of 
BRW, Shares and Personal Investor magazines. The
information in this article should not be considered
personal advice. It has been prepared without
considering your objectives, financial situation or
needs. Do further research of your own and/or seek
personal financial advice from a licensed adviser
before making any financial or investment decisions
based on this article. All prices and analysis at 3 June
2018
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Buy, Hold, Sell – What the Brokers Say
by Rudi Filapek-Vandyck

 
In the good books

1. ECLIPX GROUP (ECX) was upgraded to
Outperform from Neutral by Credit Suisse

Credit Suisse believes a strong positive reaction in
the share price to the first half result stems mainly
from evidence that the underlying fleet and novated
lease business is holding a relatively flat trajectory.
There is increased comfort that the company should
be able to repair its balance sheet. Disposal of the
non-core businesses, Right2Drive, Grays and
commercial equipment finance, should enable a
reduction in debt. Credit Suisse upgrades to
Outperform from Neutral and raises the target to
$1.40 from $0.88.

2. MICHAEL HILL INTERNATIONAL (MHJ) was
upgraded to Buy from Neutral by Citi

Citi upgrades to Buy from Neutral based on the
valuation appeal and strategic initiatives being
undertaken, including the new promotional strategy
and increased focus on Canadian store productivity.
The share price has fallen -25% from its recent peak,
the broker observes. Target is steady at $0.63.

3. METCASH (MTS) was upgraded to Hold from
Sell by Deutsche Bank

The re-signing of Drakes in Queensland for another
five years signals to Deutsche Bank that an
economically viable alternative for supply could not
be found at this stage. Moreover, the extension of the
Drakes contract in South Australia by four months
highlights the complexity of establishing a new
distribution centre. While top-line growth looks
challenging, the broker notes more cost reductions
have been confirmed and food inflation is becoming
real. Deutsche Bank upgrades to Hold from Sell.

Target is $2.80.

4. NRW HOLDINGS (NWH) was upgraded to Buy
from Neutral by UBS

NRW client Gascoyne Resources has gone into
administration. Work will continue and NRW will
continue to be paid while the administrator explores
all options, but UBS suspects NRW will write off the
$35m at risk despite this being the worst case
scenario. The broker cuts FY19 forecast earnings but
leaves FY20-21 largely unchanged, noting a forecast
win-rate for new iron ore contracts offers material
upside. UBS believes selling has been overdone and
upgrades to Buy. Target falls to $3.05 from $3.10.

5. ST BARBARA (SBM) was upgraded to Neutral
from Underperform by Credit Suisse

The company downgrades FY19 production guidance
to around 355,000 ounces, back to where it started at
the beginning of the year prior to guidance revisions
in January and March. The reason is a slippage of
around a month in accessing the high-grade stopes at
Gwalia.

No explicit revisions to costs have been provided
other than acknowledging lower production will affect
unit costs. Credit Suisse upgrades to Neutral from
Underperform, on share price weakness. Target is
steady at $2.72. The broker notes a strong
performance has continued at Simberi.

In the not-so-good books

1. ACCENT GROUP (AX1) was downgraded to
Neutral from Buy by Citi

Citi remains a supporter of the company’s growth
strategies, including the increase in vertical
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brand/accessory penetration and the acquisition of
The Athlete’s Foot franchises. However, the broker
downgrades to Neutral from Buy as the share price
has increased 24% in the year to date. Moreover,
future growth could be more challenging as the
company has largely cycled the benefit of reduced
discounting. Citi reduces the target to $1.61 from
$1.75.

2. BORAL (BLD) was downgraded to
Underperform from Neutral by Credit Suisse

The company has not explicitly confirmed guidance
and, given weak residential activity in both Australia &
the US and poor weather in the US, Credit Suisse
suspects a result in line with guidance would be good.
Management has conceded the growth in
infrastructure and non-residential activity would not
be offsetting the decline in residential activity in FY20.
Weakness is expected to be particularly acute in
NSW, the company’s largest revenue region. Credit
Suisse reduces FY20 estimates for earnings (EBIT)
by -17% and downgrades to Underperform from
Neutral. Target is reduced to $4.40 from $4.80.

3. CARSALES.COM (CAR) was downgraded to
Neutral from Buy by UBS

UBS believes the opportunity for Carsales.com lies
with lifting depth contributions, repairing display and
growing internationally. In South Korea there are
many drivers for longer-term growth, the broker
observes, including greater penetration of the dealer
base. Forecasts are raised to factor in improved
execution, although UBS suspects the market is
already pricing in success. Hence, rating is
downgraded to Neutral from Buy. Target is raised to
$14.00 from $12.50.

4. CITY CHIC (CCX) was downgraded to Sell from
Neutral by Citi

While the growth prospects are good, Citi finds there
is insufficient margin of safety at current prices.
Moreover, the company has an element of fashion
risk and the broker believes the share price needs to
be lower to provide a satisfactory reward. Rating is
downgraded to Sell from Neutral. The broker
increases estimates for earnings per share by 3% for
FY19 and 9% for FY20. Target is raised to $1.60 from

$1.45.

5. IRESS MARKET TECHNOLOGY (IRE) was
downgraded to Hold from Accumulate by Ord
Minnett

The company will acquire QuantHouse, which
provides low-latency market data feeds, hosting
infrastructure and algorithms services. While the
business is currently generating a slight loss, Ord
Minnett suggests this is likely a reflection of being
sub-scale. As cost synergies and scale benefits
should drive improvement, the broker believes the
risk is low for IRESS achieving an acceptable return
from the purchase. Rating is downgraded to Hold
from Accumulate, given the performance of the stock
of late. Target is reduced to $12.92 from $13.09. This
stock is not covered in-house by Ord Minnett.
Instead, the broker whitelabels research by JP
Morgan.

6. LINK ADMINISTRATION (LNK) was downgraded
to Neutral from Buy by Citi

Citi lowers estimates for earnings per share by -12%
for FY19 and by -16% for FY20. The company has
downgraded forecasts, predominantly because of
factors outside its control, such as Brexit and the
earlier-than-anticipated implementation of
superannuation legislation. Citi believes the issue for
the company is the decreased perception of earnings
predictability. Rating is downgraded to Neutral from
Buy and the target lowered to $6.00 from $8.20.

The above was compiled from reports on FNArena.
The FNArena database tabulates the views of eight
major Australian and international stock brokers: Citi,
Credit Suisse, Deutsche Bank, Macquarie, Morgan
Stanley, Morgans, Ord Minnett and UBS. This content
has been prepared without taking account of the
objectives, financial situation or needs of any
particular individual. It does not constitute formal
advice. Consider the appropriateness of the
information in regard to your circumstances.
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Questions of the Week
by Paul Rickard

 
Question 1: Share registry and super fund
administrator Link (LNK) has taken a caning. 
Following an earnings downgrade, it dropped by more
than a quarter. Is it a buy yet?

Answer: I’ve been a huge fan of Link and like many
others, were caught totally unaware by the earnings
downgrade. It seems like the old story of an
Australian company buying a business in the UK. A
massive SELL signal, because I struggle to think of a
single Aussie company that has made its UK
acquisition work. They blamed Brexit – and for sure,
this is part of it – but it also looks like they may have
caught a falling knife.

It wasn’t a huge earnings downgrade, but when you
have marketed the business as being based on
“recurring revenue” and extolled your acquisition
skills and then disappoint, the market can be pretty
harsh. History is also against Link in that the first
earnings downgrade is rarely the last.

This all said, the brokers see some value, with a
target price of $7.18, some 28.7% higher than the last
price of $5.58. There are 6 buys, 1 neutral and 1 sell
recommendation. A cautious buy – I don’t think the
market will re-rate quickly, so you will need to be
patient. (Also see Tony Featherstone’s article today
that goes into detail about beaten up stocks like Link) 

Question 2:  I’m thinking of diversifying into some
direct shares in the US. However, I’m unclear on
how the tax works in the US, and my online research
has come up empty. I understand the Australia side
of it (ATO website, thank you very much). But what
about the US side? If I get dividends or make a
capital gain, do I have to pay tax in the US? Is this
done automatically? Are there forms I need to fill in?
Do I have to lodge a US tax return?

Answer: Australia has a double taxation agreement
with the USA. Provided a valid W-8BEN form has
been lodged with the US Department of Inland
Revenue, then a 15% withholding tax will be applied
to any dividend payment and there will be no
deduction to any sale proceeds. If the W-8BEN has
not been provided or is not valid, then a withholding
tax of 30% will be applied to both dividends and sale
proceeds. The latter is effectively a capital gains tax.

If you are resident for Australian taxation purposes,
the Australian Taxation Office considers all income
(whether derived in Australia or a foreign country) as
assessable for income tax. You will receive a credit
for any foreign tax (i.e. withholding tax) paid.

Your custodian/broker/share registry will contact you
are about lodging the W-8BEN form. It is one of the
most incomprehensible/poorly designed  forms you
will ever experience – but it must be 100% accurate –
and I strongly advise you to complete it. You won’t
be required to lodge a US tax return.

Question 3: I have held Wesfarmers (WES) shares
for many years and I recently received shares in
Coles (COL). Early in the new FY I plan to sell the
shares in Coles. Can you advise how I calculate the
capital gains/loss when I receive the proceeds for this
COL sale ? I am unsure what cost base I apply to
COL, and I assume I deduct this same cost base from
the value of WES ?

Answer: Assuming your Wesfarmers shares were
acquired after the start date for capital gains tax
(20/9/1985), then you apportion the cost base of
these shares as follows: 28.91% to the new Coles
share, 71.09% to the Wesfarmers shares. For
example, supposed you acquired your Wesfarmers
shares at $40. Post the demerger, the cost base for
your Coles shares would be $11.564 and your
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Wesfarmers shares would become $28.436.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regard to your
circumstances.
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